This paper summarizes key aspects of China's exchange rate policy, outlines the problems it creates for both China and the global economy, and proposes a feasible policy compromise. The July 21 st announcement, however, did pledge two potentially important alterations: (i) the RMB was henceforth to be managed "with reference to a basket of currencies" rather than being pegged to the dollar; and (ii) the exchange rate was to become "more flexible," with its value based more on "market supply and demand."
exchange rate system remains a heavily managed peg to the dollar -and at a dollar exchange rate very close to the level prevailing before the July reform.
Is the RMB Under-valued?
There are several approaches to evaluating the misalignment of the RMB. The "underlying balance" approach asks what level of the real, effective (trade-weighted) exchange rate would produce an equilibrium in which the "underlying" current-account position is approximately equal and opposite in sign to "normal" net capital flows. Take this as our measure of normal net capital flows.
Next, define the "underlying" current-account as the actual current-account position adjusted for both cyclical movements that make the demand for imports unusually high or low and the lagged trade-balance effects of recent exchange rate changes.
China's current-account surplus in 2005 will probably be in the neighborhood of 7-9 percent of GDP. The underlying current-account surplus should be somewhat lower -say 5-7 percent of GDP -because (buoyant GDP growth rate notwithstanding) domestic demand growth has slowed and because the RMB has appreciated in 2005 in real trade-weighted terms.
If China's underlying current-account surplus is now in the 5-7 percent of GDP range while what is required to offset normal capital flows is an underlying current-account deficit equal to 1 ½ percent of GDP, then China's current account needs to deteriorate by a whopping 6 ½-8 ½ percent of GDP to restore (strict) balance-ofpayments equilibrium. If one does a set of simulations with a small trade model to calculate what size real, effective appreciation of the RMB would be necessary to produce such a large turnaround in the current account -taking account of the high import content of China's exports, using a plausible range for price elasticities of demand and supply, and making alternative assumptions about the second round effects of income changes on the demand for imports -the answers congregate in the upper part of the 20-40 percent range. This is somewhat larger than the estimated under-valuation for 2003-2004. 2 We would not want to go to the stake for the precision of our estimates of RMB under-valuation: after all, there is uncertainty about the underlying parameters, other methodologies yield somewhat different estimates, and China is in the midst of a nontrivial revision of its GDP accounts. Still, with huge reserve accumulation in each of the past three years, with persistent surpluses on both the current and capital accounts, with the real, trade-weighted RMB showing a cumulative depreciation since the dollar peak in February 2002, with the Chinese economy running at full steam or close to it for most of the past three years, and with Asian currency appreciation needed to reduce the excessively large US current-account deficit, we submit that it is difficult to arrive at a credible estimate that shows anything but a sizeable under-valuation for the RMB. Third, a highly under-valued RMB encourages excess investment in tradable goods. Eventually, the real exchange rate will appreciate and will lower profitability in tradable goods industries, again with adverse implications for banks.
Fourth, China is accumulating a large exposure to potential capital losses.
China's foreign exchange reserves will at year-end 2005 be in the neighborhood of 40 percent of GDP. A 20 percent revaluation of the RMB against the major reserve currencies would thus impose a capital loss equivalent to 8 percent of GDP.
Finally, China's prolonged, large scale, one way intervention in the foreign exchange market -along with its large and growing global current account surplus --fuels protectionist pressure in the United States and elsewhere. One reflection is the Schumer-Graham bill in the US Senate, which could lead to a uniform 27.5 percent tariff on all Chinese imports. Another is the ill-considered congressional action subjecting a potential China National Offshore Oil Corporation (CNOOC) purchase of Unocal to a special congressional review. Since over half of China's exports go to the United States, Euroland, and Japan and since China has a long-term interest in investing abroad, such protectionist threats ought not to be taken lightly.
In sum, the costs to China of maintaining an undervalued currency are already significant and are likely to rise over time. Moreover, unlike some others (e.g., Dooley, Folkers-Landau, and Garber [2003] ), we do not see the growth and employment benefits of an under-valued RMB as exceeding its costs (Goldstein [2006] , Goldstein and Lardy [2005] ).
China's inflexible currency regime and its under-valued RMB also handicap the adjustment of global imbalances and increase the risk of a hard landing for the dollar and the US economy, with adverse global spillovers.
The US current-account deficit is now running at about 6 ½ percent of GDP -an all-time high. If the US current-account deficit is not reduced, US net foreign debt relative to GDP will rise to a worrisome level and US assets will eventually lose their attractiveness relative to alternative investment opportunities -resulting in some combination of a fall in capital flows to the United States, higher interest rates on US liabilities, and a decline in the dollar. If these adjustments were large and disorderly, they would depress significantly US growth, with adverse spillovers for US trading partners.
As Mussa [2005] has emphasized, the inevitable correction of the US external imbalance will necessarily involve a depreciation of the dollar against most currencies, and domestic demand growing more slowly (faster) than domestic output in the United States (rest of the world). The first channel is the expenditure-switching channel, while the second one is the expenditure-changing channel. Both are needed. That is why both a more ambitious program of fiscal consolidation and a tightening of US monetary conditions are essential -along with policies that stimulate domestic demand growth in major US trading partners. China remains a prime candidate for leading wider Asian currency appreciation because of its large external imbalance and because the RMB's behavior can influencefor better or worse --the attitude that other Asian economies have toward pressures for appreciation in their own currencies. 4 In this sense, it is important that China be part of the international solution to the adjustment of large external imbalances -and not part of the problem.
Policy Constraints and A Compromise Solution
China's willingness and ability to deal with the shortcomings in the current exchange rate regime are heavily constrained by at least three important factors.
First, China's banking system, although improving, remains fragile. Households, which have bank deposits equivalent to almost 100 percent of GDP, have had little opportunity to diversify the currency composition of their financial assets and could be susceptible to capital flight if they thought risks of repayment had worsened. Thus, any adjustment of China's exchange rate regime will have to maintain most existing capital controls until the domestic banks are further strengthened.
Second, the degree of under-valuation of the RMB is now so large that it would take a long time to correct it if it were done in a series of small steps. But this is apt to exhaust the patience of the international community. Also, the greater the expectation that each RMB appreciation will be followed by another, the larger the scale of capital inflows and the larger the sterilization problem.
And third, China's current leadership, even more than its predecessor, appears to prefer an incremental approach to dealing with the current exchange rate dilemma. They value highly growth and stability. They worry that letting market forces freely determine the exchange rate could result in too much RMB appreciation, slowing exports, employment, and growth and thereby contribute to increased social instability.
How then to square the circle? Absent the aforementioned constraints, the policy solution would be straightforward: China could simultaneously and immediately remove the restrictions on capital flows and let the market determine value of the RMB. The constraints mean the search is for second-best policy options.
All things considered, we believe the preferred course of action is a compromise along the following lines. A significant widening of the band would give China some increased independence for monetary policy, would allow scope for some further appreciation of the RMB, and would give China some practical experience in managed increased flexibility. It would also give some substance to China's repeated claim that "market supply and demand" would increasingly determine the RMB's value.
Fiscal expansion is needed to offset some of the contractionary effect of the RMB revaluation. The fiscal expansion needs to be expenditure based because direct tax receipts in China -like the agricultural tax and the income tax --are currently far too small to provide a meaningful boost from a tax reduction. Increased government expenditures should strengthen the social safety net because one of the main factors behind China's very high household savings rate is precautionary savings against potentially high out-of-pocket expenses for health care, education, and retirement.
6
Keeping in place the bulk of existing controls on capital flows is a prudent measure against potential capital flight should there be bad news about the state of the still fragile banking system.
True, this would still leave a sizeable real appreciation of the RMB to be done later, over say, the next two years, with all the expectations-cum-capital flow problems that such a phased adjustment entails. Indeed, that is why we pushed for China to remove in one step the under-valuation in 2003-2004. 7 But that window of opportunity has passed -now that the under-valuation of the RMB is larger and now that domestic demand growth has slowed. While speculative inflows have recently declined from the record pace of 2003-2004, one cannot be confident that they would not revive; in such a case, the authorities would need to choose between an acceleration of the RMB appreciation and a temporary recourse to tighter controls on capital inflow.
In the final stage of currency reform -when China's banking system is on a firmer footing -China would float the RMB and remove the remaining controls on capital flows. Appropriate sequencing of capital-account liberalization would prevent currency reform from undermining the continued strengthening of the banking system.
Admittedly, this is not such an elegant plan. But if it avoids the international train wreck that would otherwise take place, it merits consideration.
6 Blanchard and Giavazzi [2005] . 7 Goldstein and Lardy [2004] .
